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| CERTIFIED PUBLIC ACCOUNTANTS

INDEPENDENT AUDITORS’ REPORT

Board of Directors
Chestnut Securities, Inc.
Boston, Massachusetts

We have audited the accompanying statement of financial condition of Chestnut Securities, Inc.
as of December 31, 2002, and the related statements of income, cash flows, and changes in
shareholder’s equity, for the year then ended that you are filing pursuant to rule 17a-5 under the
Securities Exchange Act of 1934. These financial statements are the responsibility of the
Company’s management. QOur responsibility is to express an opinion on these financial
statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free -of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements. An audit also includes assessing the accounting principles used and

- significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of Chestnut Securities, Inc. as of December 31, 2002, and the results of its
operations and its cash flows for the year then ended in conformity with accounting principles
generally accepted in the United States of America.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements
taken as a whole. The information contained in Schedules I and II is presented for purposes of
additional analysis and is not a required part of the basic financial statements, but is
supplementary information required by Rule 17a-5 under the Securities Exchange Act of 1934,
Such information has been subjected to the auditing procedures applied in the audit of the basic
financial statements and, in our opinion, is fairly stated in all material respects in relation to the
basic financial statements taken as a whole.

February 7, 2003

Kaﬁ\% Ol 4 Wedr vy

109 State Street * Boston, Massachusetts 02109 - Tel: 617-753-6060 ' 617-338-8833 - Fax: 617-854-7525
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CHESTNUT SECURITIES, INC.
STATEMENT OF FINANCIAL CONDITION

DECEMBER 31, 2002
ASSETS

Cash and cash equivalents

Accounts receivable

Note receivable, affiliate

Marketable securities, at fair value (cost $33,100)

LIABILITIES AND SHAREHOLDER’S EQUITY

Liabilities:
Accounts payable and accrued expenses

Shareholder’s equity:
Common stock, no par; 1,000 shares authorized,
380 shares issued and outstanding
Additional paid-in capital
Deficit
Accumulated other comprehensive income

Total shareholder’s equity

See notes to financial statements.

$ 14,410
66,157
14,136
10.864

$105,567

$ 64.553

102
121,000

( 57,852)
(_22.236)

41.014

$105,567



CHESTNUT SECURITIES, INC.
STATEMENT OF INCOME

FOR THE YEAR ENDED DECEMBER 31, 2002

Revenues:
Investment and success fees ' $179,768
Interest income 3.639
Total revenue ” 183.407

Expenses:
Administrative expenses 163,946
Legal and accounting 10,295
Regulatory fees and expenses 4,656
Total expenses 178.897
Net income $ 4510

See notes to financial statements.



CHESTNUT SECURITIES, INC.
STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED DECEMBER 31, 2002

Cash flows from operating activities:
Net income $ 4,510
Adjustments to reconcile net income to net cash
provided by operating activities:

Accrued interest, note receivable, affiliate (  327)
Changes in operating assets and liabilities:
Accounts receivable ( 66,157)
Accounts payable and accrued expenses 64.553
Total adjustments (_1.931)
Net cash provided by operating activities 2,579

Cash flows from investing activities:
Advance under note receivable, affiliate, net

of repayments (_13.809)
Net cash used in investing activities (_13.809)
Net decrease in cash and cash equivalents ( 11,230)
Cash and cash equivalents, beginning of year _25.640
Cash and cash equivalents, end of year $14.410

See notes to financial statements.
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1.

CHESTNUT SECURITIES, INC.
NOTES TO FINANCIAL STATEMENTS

DECEMBER 31, 2002

Summary of significant accounting policies:
Nature of business

Chestnut Securities, Inc. (the "Company") is a broker-dealer registered with the Securities
and Exchange Commission and is a member of the National Association of Securities
Dealers. The Company does not carry security accounts for customers or perform custodial
functions related to customer securities. The Company intends to sell securities, principally
for clients of a related organization, Chestnut Partners, Inc., which provides financial
consulting services, and provide general investment banking advice, including acting as a
financial advisors for merger and acquisition assignments.

Use of estimates

The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and
assumptions that affect certain reported amounts and disclosures. Accordingly, actual results
could differ from those estimates.

Cash and cash equivalents

The Company has defined cash equivalents as money market funds and highly liquid
investments, with original maturities of ninety days or less, that are not held for sale in the
ordinary course of business. At times, the balances in these accounts may exceed federally
insured limits. Cash equivalents may include investments which are not insured or otherwise
guaranteed by the U.S. Government

Accounts receivable

The Company carries its accounts receivable at cost less an allowance for doubtful accounts,
when required. On a periodic basis, the Company evaluates its accounts receivable for
collectibility and if necessary, establishes an allowance for doubtful accounts based on past
experience and credit conditions. The Company considers accounts receivable to be fully
collectible. Accordingly, no allowance for doubtful accounts has been recorded.



CHESTNUT SECURITIES, INC.
NOTES TO FINANCIAL STATEMENTS (CONTINUED)

DECEMBER 31, 2002

1. Summary of significant accounting policies (continued):
Securities

All securities are deemed by management to be “available for sale.” Securities classified as
“available for sale” are carried in the financial statements at fair value. The fair values of
investments for which exchange quotations are readily available are valued at the last sales
price, or if no current sales price exists, at the closing bid price. Securities for which
exchange quotations are not readily available are valued using dealer-supplied valuations or at
their fair value as determined in good faith under consistently applied procedures established
by and under the general supervision of the Company’s management.

Realized gains and losses on the disposition of securities and declines in value, judged to be
other than temporary, are determined using the specific identification method and included in
earnings in the statement of income.

Unrealized gains and losses on marketable securities are reported as a separate component of
comprehensive income in the statement of changes in shareholder’s equity and as a separate
component of shareholder’s equity on the balance sheet. Gains or losses realized on the
disposition of marketable securities, which had been reported as unrealized in a prior year, are
reflected in other comprehensive income as a reclassification adjustment.

Income taxes

The Company elected to be treated as an “S” Corporation for income tax purposes and the
sole shareholder has consented to include the Company’s income or loss in his individual
income tax return.

2. Marketable securities:

In 2001, funds held in escrow to purchase securities were exchanged in a private placement
purchase of 1,000 share of common stock and 1,200 warrants to purchase common stock (the
"Securities") in The NASDAQ Stock Market, Inc. The Securities began trading on the Over-
The-Counter Bulletin Board on July 1, 2002. At December 31, 2002, the Securities had an
aggregate fair value of $10,864 with $22,236 of unrealized holding losses included in other
comprehensive income.



CHESTNUT SECURITIES, INC.
NOTES TO FINANCIAL STATEMENTS (CONTINUED)

DECEMBER 31, 2002

3. Net capital requirements:

The Company is subject to the Securities and Exchange Commission Uniform Net Capital
Rule (Rule 15¢3-1) which requires the maintenance of minimum net capital and requires that
the percentage of aggregate indebtedness to net capital, both as defined, shall not exceed
1,500 percent. At December 31, 2002 the Company had net capital of $24,514, which was
$19,514 in excess of its net capital required of $5,000.

4. Related party transactions:
Administrative expenses

The Company has an agreement with a company under common control (the “Affiliate”)
whereby the Affiliate has agreed to pay certain operating expenses of the Company. Under
the agreement the Company may, at its option, reimburse the Affiliate for the operating
expenses funded on the Company’s behalf. In 2002, the Company agreed to reimburse the
Affiliate for expenses incurred on its behalf in the amount of $89,281. At December 31,
2002, accounts payable and accrued expenses includes $48,149 due to the Affiliate.

Note receivable, affiliate
On May 14, 2002, the Company executed an unsecured promissory note with its Affiliate in
the amount of $100,000. The note bears interest at 8% per annum and is payable on or before

June 30, 2003. Interest income includes $3,417 accrued under the note. As of December 31,
2002, the balance due under the unsecured promissory note with its Affiliate was $14,136.

10.
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SCHEDULE I
CHESTNUT SECURITIES, INC.

COMPUTATION OF NET CAPITAL UNDER RULE 15¢3-1
OF THE SECURITIES AND EXCHANGE COMMISSION

AS OF DECEMBER 31, 2002
Net capital
Total shareholder’s equity qualified for net capital $41,014

Deductions and/or charges:
Non-allowable assets:

Note receivable, affiliate ( 14,136)
Non-marketable securities ' (___864)
Net capital before haircuts on securities position 26,014
Haircuts on securities (__1,500)
Net capital $24,514
Aggregate indebtedness $64,553
Computation of basic net capital requirement
Minimum net capital required $ 5,000
Percentage of aggregate indebtedness to net capital __263%

Reconciliation with Company’s computation (included in Part II of Form X-17A-5 as of
December 31, 2002)

Net capital, as reported in Company’s Part 11
(unaudited) FOCUS report $24,514
Net audit adjustments -

Net capital per above $24.514

11.



SCHEDULE 11
CHESTNUT SECURITIES, INC.

COMPUTATION FOR DETERMINATION OF RESERVE
REQUIREMENTS UNDER RULE 15¢3-3 OF THE
SECURITIES AND EXCHANGE COMMISSION
AS OF DECEMBER 31, 2002

The Company claims exemption to the Reserve Requirement Rule under the provision of Rule
15¢3-3(k).

12.
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EXHIBIT A

REPORT OF INDEPENDENT AUDITORS ON INTERNAL CONTROL
REQUIRED BY SEC RULE 17a-5

Board of Directors
Chestnut Securities, Inc.
Boston, Massachusetts

In planning and performing our audit of the financial statements and supplemental schedules of
Chestnut Securities, Inc., (the "Company) for the year ended December 31, 2002, we considered
its internal control, including control activities for safeguarding securities, in order to determine
our auditing procedures for the purpose of expressing our opinion on the financial statements and
not to provide assurance on internal control.

Also, as required by rule 17a-5(g)(1) of the Securities Exchange Commission (SEC), we have
made a study of the practices and procedures followed by the Company including tests of such
practices and procedures that we considered relevant to the objectives stated in rule 17a-5(g) in
making the periodic computations of aggregate indebtedness (or aggregate debits) and net capital
under rule 17a-3(a)(11) and for determining compliance with the exemptive provisions of rule
15¢3-3. Because the Company does not carry securities accounts for customers or perform
custodial functions relating to customer securities, we did not review the practices and procedures
followed by the Company in any of the following:

1. Making quarterly securities examinations, counts, verifications, and comparisons
2. Recordation of differences required by rule 17a-13

3. Complying with the requirements for prompt payment for securities under Section § of
Federal Reserve Regulation T of the Board of Governor of the Federal Reserve System

The management of the Company is responsible for establishing and maintaining internal control
and the practices and procedures referred to in the preceding paragraph. In fulfilling this
responsibility, estimates and judgments by management are required to assess the expected
benefits and related costs of controls and of the practices and procedures referred to in the
preceding paragraph and to assess whether those practices and procedures can be expected to
achieve the SEC’s above-mentioned objectives. Two of the objectives of internal control and the
practices and procedures are to provide management with reasonable but not absolute assurance
that assets for which the company has responsibility are safeguarded against loss from
unauthorized use or disposition and that transactions are executed in accordance with
management’s authorization and recorded properly to permit preparation of financial statements
in conformity with accounting principles generally accepted in the United States of America.
Rule 17a-5(g) lists additional objectives of the practices and procedures listed in the preceding

paragraph.

13.
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Because of inherent limitations in internal control or the practices and procedures referred to
above, error or fraud may occur and not be detected. Also, projection of any evaluation of them
to future periods is subject to the risk that they may become inadequate because of changes in
conditions or that the effectiveness of their design and operation may deteriorate.

Our consideration of internal control would not necessarily disclose all matters in internal control
that might be material weaknesses under standards established by the American Institute of
Certified Public Accountants. A material weakness is a condition in which the design or
operation of the specific internal control components does not reduce to a relatively low level the
risk that error or fraud in amounts that would be material in relation to the financial statements
being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. However, we noted no matters involving internal
control, including control activities for safeguarding securities, that we consider to be material
weaknesses as defined above.

We understand that practices and procedures that accomplish the objectives referred to in the
second paragraph of this report are considered by the SEC to be adequate for its purposes in
accordance with the Securities Exchange Act of 1934 and related regulations, and that practices
and procedures that do not accomplish such objectives in all material respects indicate a material
inadequacy for such purposes. Based on this understanding and on our study, we believe that the
Company’s practices and procedures were adequate at December 31, 2002, to meet the SEC’s
objectives.

This report is intended solely for the information and use of the Board of Directors, management,
the Securities and Exchange Commission, the National Association of Securities Dealers and
other regulatory agencies which rely on Rule 17a-5(g) under the Securities Exchange Act of 1934

in their regulation of registered brokers and dealers, and is not intended to be and should not be
used by anyone other than these specified parties.
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